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Charitable Gifts Made by S Corporations:
Opportunities and Challenges
Christopher R. Hoyt, Kansas City, Missouri*
INTRODUCTION
When the owner of a closely-held business is contemplating a major
charitable gift, there are two potential donors. The owner could contribute an ownership interest in the business (e.g., stock), or the owner could
arrange for the business to contribute some of its assets. Although the
value that the charity may receive from each potential donor might be the
same, our tax laws have very different outcomes depending on whether
the donor is the business owner or the business itself. Furthermore, the
tax outcomes vary dramatically depending on whether the business is a
partnership, a limited liability company (“LLC”), a corporation taxed
under Subchapter C (a “C corporation”), or a corporation taxed under
Subchapter S (an “S corporation”).
Although an S corporation is taxed similarly to a partnership, there
are many differences that make a charitable gift of S corporation stock, or
a gift of property from the S corporation itself, more challenging than a
comparable gift from a partner or from a partnership. This article examines the opportunities and hazards when S corporations make charitable
gifts. It demonstrates that a gift from an S corporation generally produces
better after-tax results to both the donor and the charity compared to a
shareholder’s donation of S corporation stock. The article also focuses
on the legal challenges that can apply to certain charitable gifts by S corporations that do not apply to comparable gifts from partnerships, including donations of property subject to the Section 1374 built-in gains tax
and constructive dividend distributions. A companion article will examine the legal challenges and solutions when a shareholder makes a
charitable contribution of S corporation stock. That article will appear in
the Spring 2011 issue of The ACTEC Law Journal: “Charitable Gifts Of
S Corporation Stock: Two Worlds Of Law Collide.”
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I. CHARITABLE GIFTS MADE BY S CORPORATIONS
A. Overview
1. The Big Picture
Owners of a corporation taxed under Subchapter S often approach
a charity with the idea of donating some of their S corporation stock.
They operate under the assumption that a charitable gift of appreciated
stock usually produces better tax benefits than a gift of cash. The parties then discuss a future redemption of the stock from the charity by the
S corporation.
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This arrangement has generally produced favorable tax benefits
when shareholders donated stock of a closely-held Subchapter C corporation. However, three “bad things” happen when S corporation stock
is donated to a charity,1 the most burdensome of which is that the charity must pay tax on the gain when it sells the S corporation stock. Normally a charity is a tax-exempt organization and pays no tax when it sells
donated property, but S corporation stock is the notable exception.
Thus, with a charitable donation of S corporation stock, the tax burden
on the gain from selling the stock is merely shifted from the donor to the
charity, and the charity could easily pay more tax than the donor would
have.2
What many donors and charities have not realized is that a charitable gift by an S corporation will usually produce more favorable tax results to both the shareholder and to the charity than a shareholder’s gift
of stock. This is because of the underlying tax differences between an S
corporation and a C corporation. The advantage of the shareholdergift-followed-by-redemption strategy with a C corporation was that the
shareholder obtained a charitable income tax deduction for the gift of
stock even though the cash payment to the charity was ultimately made
1 The three bad things are: (1) the donor’s tax deduction is usually less than the
appraised value of the stock, (I.R.C. § 170(e)(1); see infra note 152 and accompanying
text), (2) every day that the charity owns the stock, the charity must report its share of
the corporation’s income as unrelated business taxable income (“UBTI”) and must pay
the unrelated business income tax (“UBIT”) (I.R.C. § 512(e)(1)(B)(i))and (3) whereas
normally a charity does not have UBTI when it sells stock from its investment portfolio
for a profit, a sale of appreciated S corporation stock will trigger a UBIT liability (I.R.C.
§ 512(e)(1)(B)(ii)). The last sentence of I.R.C. § 170(e)(1) (relating to income tax charitable deductions for contributions of ordinary income and capital gain property) states:
“For purposes of applying this paragraph in the case of a charitable contribution of stock
in an S corporation, rules similar to the rules of section 751 shall apply in determining
whether gain on such stock would have been long-term capital gain if such stock were
sold by the taxpayer.” Moreover, if an organization described in section 1361(c)(7) [a
charity or a Section 401(a) retirement plan] holds stock in an S corporation —
(A) such interest shall be treated as an interest in an unrelated trade or business;
and
(B) notwithstanding any other provision of this part –
(i) all items of income, loss, or deduction taken into account under section
1366(a), and
(ii) any gain or loss on the disposition of the stock in the S corporation
shall be taken into account in computing the unrelated business taxable income of
such organization. I.R.C. § 512(e)(1)(B)(i).
2 The laws, traps and opportunities from charitable gifts of S corporation stock will
be analyzed in the companion article to this article, Charitable Gifts of S Corporation
Stock: Two Worlds of Law Collide, which will appear in the Spring 2011 issue of The
ACTEC Law Journal. See Christopher R. Hoyt, Charitable Gifts of S Corporation Stock:
Two Worlds of Law Collide, ___ ACTEC L. J. (forthcoming Spring 2011) (manuscript at
Part VII.C, on file with author) [hereinafter Article II].
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by the corporation when it redeemed the stock from the charity. The
tax outcome of a gift of closely-held C corporation stock followed by a
redemption was better than having the C corporation pay a taxable dividend to the shareholder who then used the cash proceeds to make a
charitable gift.
This two step process of gift-followed-by-redemption is not necessary for an S corporation shareholder. Unlike a C corporation, an S
corporation’s financial transactions flow through to the shareholder’s
tax return.3 Thus, if an S corporation makes a simple cash gift to a charity, the charitable income tax deduction will be claimed on the shareholder’s tax return.4 As long as the shareholder has sufficient basis in his
or her stock to deduct the gift,5 there is no need for the shareholder to
contribute stock to obtain a charitable tax deduction when the corporation’s gift can produce these tax benefits to the shareholder, often at less
cost since there is no need to pay to have the stock’s value appraised.6
The charity also benefits from a gift by the corporation since it will
not have to pay the unrelated business income tax (“UBIT”) on income
produced from assets donated by the corporation. By comparison,
when a shareholder of an S corporation contributes stock, a charity has
a UBIT liability for the income attributable to the days/years that it was
a shareholder of an S corporation as well as a UBIT liability for the gain
on the ultimate sale of the stock.7
The choice between a shareholder’s gift of stock or a corporation’s
gift of company assets is usually easily facilitated. S corporations tend to
be small businesses owned by just one or two people who tend to dominate all aspects of the business operations. These owners can decide
whether to donate their stock or have the S corporation donate some of
its assets. In 2006, over 66% of nation’s corporations were S corporations8 (the comparable figure in 1986 was only 24%9). In 2006, there
were nearly 4 million S corporations with over 6.8 million sharehold3

I.R.C. § 1366(a); Treas. Reg. § 1.1366-1.
The pass-through of the charitable deduction is contained in Treas. Reg. § 1.13661(a)(2)(iii).
5 The problems that arise when a shareholder has a low basis in his or her stock are
addressed infra at Part I.B.
6 See Article II, supra note 2, at Part VI.A.3 for the appraisal requirement and
other administrative requirements for charitable gifts of closely-held stock.
7 I.R.C. § 512(e)(1).
8 Heather Duffy Parisi, S Corporation Returns, 2006, IRS STATISTICS OF INCOME BULLETIN, Summer 2009, 92, at 92, Sept. 26, 2010, http://www.irs.gov/pub/irssoi/09sumbul1120s.pdf.
9 Amy Gill and Susan Wittmen, S Corporation Returns, 1993, IRS STATISTICS
OF INCOME BULLETIN, Spring 1996, 27-63, Sept. 26, 2010, http://www.irs.gov/pub/irssoi/96rpsprbul.pdf.
4
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ers.10 In 2007, nearly 60% of S corporations had only one shareholder
and 29% had just two — often husband and wife.11 Only 11% of S
corporations had three or more shareholders.12 Although there are
many large enterprises, most S corporations are small businesses. Despite constituting over 66% of the nation’s corporations, they receive
only 21.2% of all corporate receipts and own only 4.2% of all corporate
assets.13
This article will examine the rules, opportunities and pitfalls for
charitable gifts by S corporations. It will examine the opportunities
available for an S corporation’s gift of Section 1374 built-in gain property and of any appreciated property when a shareholder has a low basis
in the S corporation stock (a common situation). Gifts of corporate assets to a charitable remainder trust are possible whereas a shareholder is
prohibited from contributing S corporation stock to such a trust. The
article will also highlight the dangers of a corporation making charitable
gifts to a charity while that charity is also an S corporation shareholder.
The gift could be reclassified as a dividend which could trigger a taxable
gain or, even worse, a second class of S corporation stock. This article,
like the companion Article II, also contains proposals for legal reforms
that will improve the administration of the nation’s tax laws.
2. General Rules for Charitable Deductions
When an S corporation makes a charitable gift, the income tax deduction for the gift passes through to each shareholder based on the
shareholder’s proportionate ownership of the S corporation.14 For example, a 19% shareholder can deduct 19% of the corporation’s gift.
The shareholder adds his or her share of the S corporation’s charitable contributions to his or her own charitable gifts and claims an itemized income tax deduction for the total of all gifts.15 Thus, a shareholder
10

Parisi, supra note 8, at 92. See infra, Exhibit A for 2007 statistics.
See infra, Exhibit A.
12 Id.
13 Id.
14 An S corporation’s charitable contribution is not a deduction that reduces the
corporation’s income from business operations but is instead an item that separately
passes through to the shareholder and keeps its tax characteristics as a charitable gift on
the shareholder’s tax return. See I.R.C. § 1366(b), which references the pass-through
items in I.R.C. § 1366(a)(1)(A) to include amounts described in I.R.C. § 702(a)(4), which
includes charitable contributions described in I.R.C. § 170(c).
15 An S corporation’s charitable contributions are reported as deductions on a
shareholder’s Schedule A of Form 1040 (“itemized deductions”). Treas. Reg. § 1.13661(a)(2)(iii). The profit or loss from an S corporation’s business operations appears on a
shareholder’s Schedule E.
11
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who claims the standard deduction, rather than itemized deductions, receives no tax benefit from the corporation’s charitable gifts.
Shareholders who itemize deductions (and can therefore benefit
from the corporation’s charitable gifts) should monitor the different tax
characteristics of an S corporation’s cash and property gifts.16 Whereas
cash gifts can be deducted up to 50% of an individual’s adjusted gross
income (“AGI”), gifts of long-term capital gain property, such as appreciated stock or real estate, are subject to the maximum annual deduction
limit of 30% of AGI.17 The annual deduction limitations are described
in Exhibit B. Consequently, a shareholder whose personal charitable
gifts exceeded the applicable 50% or 30% charitable deduction limitation would not be able to deduct the corporation’s gifts in the year that
they were made but would instead carry forward the deduction attributable to the S corporation’s gifts to a future year.18
The laws governing charitable gifts by S corporations are generally
comparable to the laws governing most charitable gifts (completed gift,
delivery, etc.).19 The Service has issued rulings that permitted S corporations to claim deductions for charitable gifts of conservation easements,20 donations to acquire a skybox at a university’s athletic
stadium,21 gifts to a private foundation controlled by the shareholders,22 and gifts to charities that would spend the donated amounts overseas.23 The Tax Court concluded that an S corporation could make a
“bargain sale” to a charitable trust.24 Of greatest significance to charitable gift planners, an S corporation is permitted to contribute to a splitinterest trust, such as a charitable remainder trust and a charitable lead
16

See Treas. Reg. § 1.1366-1(a)(2)(iii).
See I.R.C. § 170(b)(1); see infra note 43 and accompanying text.
18 See I.R.C. § 170(d); see infra note 43 and accompanying text.
19 A gift by an S corporation to a charity where the corporation retained an option
to acquire the property back at a nominal price was not a completed gift until the option
expired. TAM 9828001 (Mar. 9, 1998).
20 An S corporation that operated a timber company contributed a perpetual conservation easement on property that the company would continue to own and use for
timber operations. PLR 9537018 (June 20, 1995). See infra Part I.C.2.d for details of
special tax incentives for gifts of conservation easements.
21 An S corporation could claim a charitable income tax deduction for 80% of a
contribution to a university, pursuant to the 80% limitation established by I.R.C § 170(1),
where the corporation received skybox seats in the university’s stadium. TAM 200004001
(Jan. 28, 2000).
22 An S corporation could claim a charitable income tax deduction in the year payment was made to a private foundation controlled by the same shareholders. I.R.C. § 267
did not defer the deduction. TAM 19990039 (Sept. 30, 1998).
23 An S corporation was allowed a charitable income tax deduction even though
some of the proceeds would be used outside the United States. PLR 9703028 (Oct. 22,
1996).
24 Klauer v. Comm’r, T.C. Memo 2010-65.
17
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trust.25 By comparison, a shareholder can transfer S corporation stock
to a charitable lead trust only under certain restricted circumstances,
and a charitable remainder trust can never be a shareholder of an S
corporation.26
One situation where the laws governing charitable gifts by S corporations differs from the rules for C corporations applies to binding charitable pledges. Even if an S corporation uses the accrual method of
accounting, shareholders may only claim a charitable income tax deduction in the year in which the S corporation actually makes the charitable
gift (i.e., the cash method).27 By comparison, an accrual method C corporation can claim a charitable income tax deduction in the year that
the board of directors makes a legally binding pledge, provided that the
C corporation pays the pledge before the 15th day of the third month
following the close of the tax year.28
B. The Importance of The Shareholder’s Stock Basis
1. General Rules for Cash Gifts
An S corporation shareholder is not allowed to claim a charitable
income tax deduction in a year for his or her share of the S corporation’s
cash gifts that exceed the shareholder’s basis in the stock (plus any loans
that the shareholder made to the corporation).29 This limitation is consistent with the general rule that prevents a shareholder from deducting
his or her share of the corporation’s business operating losses that exceed the shareholder’s basis in the stock (plus loans).30 The disallowed
deduction is then carried forward to the next succeeding year.31 A partner is subject to a similar rule that prohibits deductions when the basis
of his or her partnership interest is less than his or her applicable share
of the partnership’s losses or charitable cash gifts.32
25

See infra Part I.C.2.
See Article II, supra note 2, at Parts V.C.2, V.C.3 for when a charitable lead trust
can be a shareholder of an S corporation, and Part V.C.5 for the prohibition against a
charitable remainder trust becoming a shareholder of an S corporation.
27 Rev. Rul. 2000-43, 2000-2 C.B. 333; TAM 200004001 (July 7, 1999); TAM
19990039 (Sept. 30, 1998).
28 I.R.C. § 170(a)(2); Treas. Reg. § 1.170A-11(b).
29 I.R.S. Publ’n No. 526, 15050A (Dec. 16, 2009) available at http://www.irs.gov/pub/
irs-pdf/p526.pdf.
30 I.R.C. § 1366(d)(1) and Treas. Reg. § 1.1366-2(a)(1) provide that the aggregate
amount of losses and deductions that can be recognized by a shareholder for any taxable
year shall not exceed the sum of (A) the adjusted basis of the shareholder’s stock in the S
corporation, plus (B) the shareholder’s adjusted basis of any indebtedness of the S corporation to the shareholder.
31 I.R.C. § 1366(d)(2)(A); Treas. Reg. § 1.1366-2(b).
32 I.R.C. §§ 465(a), 704(d), 705(a)(1)(C).
26
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For example, if an S corporation informs a shareholder that her deduction for the corporation’s cash charitable gifts is $20,000, but the
shareholder has a basis in her stock of only $12,000, the shareholder will
be limited to a $12,000 deduction that year and will reduce the basis in
her stock to zero.33 The remaining $8,000 is carried forward.34 If in the
subsequent year the stock basis becomes positive, either because the
corporation has taxable income35 or because the shareholder purchased
more stock or lent money to the corporation, then the shareholder can
recognize a tax deduction in that year.36
As is explained below, shareholders of S corporations often have a
lower tax basis in their stock than partners or members have in their
ownership interests of comparable partnerships and LLCs.37 Shareholders, therefore, often have greater difficulty claiming tax deductions for
charitable gifts made by their businesses compared to their counterparts
who own partnership or LLC interests in comparable businesses.38
Thus, a temporary law that created parity between S corporation and
partnerships for charitable gifts of appreciated property, described in
Part I.B.2.c of this article, is especially important to shareholders of S
corporations.
2. Gifts of Appreciated Property
a. Tax Law in Flux
Until 2006, shareholders of S corporations were subject to harsher
tax treatment when their businesses made charitable gifts of appreciated
property compared to their counterparts who owned interests in partnerships and LLCs that made identical gifts. The Pension Protection
Act of 2006 (“PPA”)39 provided temporary parity from 2006 through
2009 between partnerships and S corporations for the tax treatment of
gifts of appreciated property.40 The provision expired at the end of 2009
and joined dozens of other tax laws that regularly expire and are routinely reenacted for one or two additional years (usually referred to as
33
34
35
36
37
38
39

I.R.C. §§ 1366(a)(1)(A), 1367(a)(2)(A), 1367(b)(2)(B).
I.R.C. § 1366(d)(2)(A); Treas. Reg. 1.1366-2(b).
I.R.C. §§ 1366(a)(1)(B), 1367(a)(1)(B).
Id.
See Article II, supra note 2, at Part I.B.3.
Id.
Pension Protection Act of 2006 (“PPA”), Pub. L. No. 109-280, 120 Stat. 780

(2006).
40 Section 1203(a) of the PPA amended I.R.C. § 1367(a)(2) (2006) to establish this
tax treatment only for the years 2006 and 2007. The provision was extended to 2008 and
2009 by the Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343, sec.
312, 122 Stat. 3765 (2008) (the “$700 billion financial institution bailout” legislation).
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“the extenders”).41 Both the Section of Taxation and the Section of
Real Property, Trusts and Estates of the American Bar Association
urged Congress to make the S corporation provision permanent.42
In this article the term “appreciated property” means long-term
capital gain property that allows a donor to claim a charitable income
tax deduction for the higher value of the donated property rather its
lower cost basis.43 By comparison, a donor who contributes “ordinary
income” property or “short-term capital gain” property to a charity can
only deduct the cost basis.44 There are some rules that restrict deductions for gifts of some forms of long-term capital gain property, especially gifts of tangible personal property, such as paintings.45 Another
law reduces the income tax deduction for gifts of appreciated real estate
and closely held stock that are donated to a private non-operating foundation.46 This last restriction makes it less desirable to donate appreci41 JOINT COMMITTEE ON TAXATION, LIST OF EXPIRING FEDERAL TAX PROVISIONS
2007-2020, JCX-1-08, (2008).
42 Am. Bar Ass’n Section of Taxation, ABA Tax Section Submits Comments on
Pension Act, Exempt Orgs, Tax Notes Today, Aug. 6, 2007, LEXIS, 2007 TNT 152-32.
43 Long-term capital gain property is property, such as stock or real estate, which if
sold for a gain would produce a long-term capital gain. I.R.C. § 170(b)(1)(C)(iv). I.R.C.
§ 1222(3) defines the holding period for long term gain treatment to be more than one
year. See Exhibit B for the 30% annual deduction limitation for gifts of long-term capital
gain property.
44 I.R.S. Publ’n No. 526, 15050A (Dec. 16, 2009) available at http://www.irs.gov/pub/
irs-pdf/p526.pdf. Ordinary income property is property that, if sold at its fair market
value, would result in a gain other than a long-term capital gain. I.R.C. § 170(e)(1)(A),
Treas. Reg. § 1.170A-4(b)(1). Examples of ordinary income property include inventory
or a work of art created by the donor. See Exhibit B for the 50% annual deduction
limitation for gifts of ordinary income property.
45 Tangible capital gain property includes paintings, books, and personal autos but
does not include intangible property such as stocks. In most cases, the deduction for gifts
of such appreciated property will be limited to the donor’s adjusted basis (usually the
property’s cost). I.R.C. § 170(e)(1)(B)(i). If, however, the charitable organization uses
the property for its exempt purpose, then the donor can deduct the full fair market value.
Treas. Reg. § 1.170A-4(b)(3)(ii). The classic example is a painting: if in 2011 a donor
contributed a painting to a college that used it for educational purposes by placing it in its
library for display and study by art students, then the use was not an unrelated use. Thus,
if the donor had purchased the painting for $30,000 but its value was $100,000 at the time
of contribution, the donor could deduct the full $100,000. However, if the college sold
the painting and used the proceeds for educational purposes, the painting was used for an
unrelated purpose and the donor’s tax deduction would be limited to $30,000. Treas.
Reg. § 1.170A-4(b)(3)(ii).
46 I.R.C. § 170(e)(1)(B)(ii). By comparison, a gift to a private operating foundation
receives the same tax benefits as a contribution to a public charity. I.R.C.
§§ 170(b)(1)(A)(vii), 170(b(1)(E)(i), 4942(j)(3). A private operating foundation is a private foundation that devotes more than half of its assets directly to, and substantially all
of its income is expended directly for, the active conduct of its charitable purposes. For
example, a museum or library that is funded by one family would be a private operating
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ated S corporation stock to a private foundation compared to a public
charity.47 S corporation stock is always treated as closely-held stock because no more than 100 families are allowed to be shareholders of an S
corporation.
b. The Rules before the PPA
Until the PPA provision was enacted, if an S corporation made a
charitable contribution of appreciated property, the shareholder’s basis
in her or his stock was reduced by the amount of the charitable deduction rather than by the cost basis of the property that was given to the
charity.48 There were several problems with this tax treatment. First,
shareholders with a low basis in their stock were not able to deduct the
full amount of the gift.49 Shareholders of S corporations are hit harder
by this limitation than their counterparts who own partnership interests
because S corporation shareholders tend to have a lower tax basis than
their partnership and LLC counterparts.50
Second, even if the shareholder could deduct the entire amount,
eventually the reduced stock basis would cause the shareholder to have
a larger taxable gain when the stock was ultimately sold compared to his
or her counterpart who owned a partnership interest in a similar business. Under the partnership tax rules, when a charitable gift of appreciated property is made by a partnership or an LLC, the partner or
member is usually entitled to deduct the full market value of the appreciated property, but the partner’s or member’s basis in the partnership
interest or the LLC interest is only reduced by the basis of the donated
property rather than by the higher market value.51
To illustrate, assume that an S corporation with only one shareholder made a charitable contribution of appreciated real estate with a
cost basis of $20,000 but a value of $100,000. The shareholder could deduct $100,000, but would reduce the basis in her stock by the full
$100,000. With a lower basis, the shareholder will have a larger gain
when the stock is ultimately sold or when the company liquidates. By
comparison, if a partnership or an LLC made the same gift, the partner
or member could deduct the entire $100,000 charitable gift but would
foundation. Posting of Kathleen M. Sablone to LexisNexis Estate Practice & Elder Law
Community, Kathleen M. Sablone on Private Operating Foundations, http://www.lexis
nexis.com/Community/estate-elderlaw/blogs/estatepraxticeandelderlawcommentary/
archive/2010/10/04/kathleen-m-sablone-on-private-operating-foundations.aspx (Oct. 4,
201, 7:38 EST).
47 See Article II, supra note 2, at Part VII.A.6.
48 I.R.C. § 1367(a)(2)(B), as interpreted in Rev. Rul. 2008-16, 2008 I.R.B. 11.
49 See supra Part I.B.1.
50 See infra Part I.B.3.
51 Rev. Rul. 96-11, 1996-1 C.B. 140.
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reduce the basis in the partnership interest or LLC interest by only the
$20,000 cost basis. Thus, although both owners claimed a $100,000 charitable tax deduction, upon the profitable sale of the ownership interest
the S corporation shareholder would recognize an extra $100,000 of taxable gain but the partner would only recognize an extra $20,000 of gain.
c. Special Rules under the PPA
S corporation shareholders were temporarily accorded tax treatment similar to their counterparts who own partnership interests by the
PPA legislation.52 The Committee Report gave the following example:
Thus, for example, assume an S corporation with one individual shareholder makes a charitable contribution of stock with a
basis of $200 and a fair market value of $500. The shareholder
will be treated as having made a $500 charitable contribution
. . . and will reduce the basis of the S corporation stock by $200.
This example assumes that basis of the S corporation stock
(before reduction) is at least $200.53
The Tax Technical Corrections Act of 2007 later clarified that a
shareholder would be entitled to claim a charitable income tax deduction even when the shareholder’s basis in his or her stock was less than
the shareholder’s pro-rata share of the basis of the donated property.54
Thus, the tax deduction from a charitable gift of appreciated property
can produce greater tax benefits to an S corporation shareholder than
52 Section 1203(a) of the PPA amended I.R.C. § 1367(a)(2)(B) to provide that the
decrease in a shareholder’s stock basis for a charitable gift of appreciated property would
be the shareholder’s pro rata share of the adjusted basis of the property.
53 Joint Committee on Taxation, Technical Explanation of H.R. 4, “The Pension
Protection Act of 2006”, JCX-38-06 (Aug. 3, 2006) at 271.
54 In Rev. Rul. 2008-16, 2008-11 I.R.B. 585, the Service stated:
Section 3(b) of the Tax Technical Corrections Act of 2007 Pub. L. 172, 121 Stat.
2473 (2007), added section 1366(d)(4), which concerns the application of the
basis limitation rule of section 1366(d)(1) to charitable contributions of appreciated property by S corporations. Generally, under section 1366(d)(1), the
amount of losses and deductions which a shareholder of an S corporation may
take into account in any taxable year is limited to the shareholder’s adjusted
basis in his stock and indebtedness of the corporation. Section 1366(d)(4) provides that, in the case of a charitable contribution of property, section
1366(d)(1) shall not apply to the extent of the excess (if any) of (A) the shareholder’s pro rata share of such contribution, over (B) the shareholder’s pro rata
share of the adjusted basis of such property. Thus, the basis limitation rule of
section 1366(d)(1) does not apply to the amount of deductible appreciation in
the contributed property. See Description of the Tax Technical Corrections Act
of 2007, JCX-119-07, pp. 2-3.
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the tax deduction attributable to a business operating loss, which would
be limited to the shareholder’s tax basis in the stock.55
The Service further clarified these laws with an example of a shareholder who had a basis in his stock of $50x and who was informed that
his 100% controlled S corporation made a charitable gift of real estate
that had an adjusted basis of $100x and a fair market value of $190x.
The corporation also reported business income of $30x and a long-term
capital loss of $25x. Following a mind-numbing computation, the Service concluded that the shareholder could claim a charitable income tax
deduction of $154x, with the basis in the stock reduced to zero and with
carryforwards of amounts that could not be deducted because of the
basis limitations.56
3. Basis of S Corporation Stock Is Usually Lower than Basis of
a Comparable Partnership Interest
Many S corporation shareholders have a low basis in their stock
and cannot deduct their share of the corporation’s cash charitable contributions. Over one-third of S corporations report losses from business
operations and those losses reduce the basis of the stock.57
Even for businesses that do not lose money, the situation for a
shareholder of an S corporation is usually worse than that for a partner
or member of a comparable partnership or LLC. This is because partners and members can increase their basis in their ownership interests
by their proportionate share of the partnership’s or LLC’s liabilities, but
shareholders of S corporations cannot include the corporation’s liabilities as part of their stock basis. Thus, partners and members generally
have a higher basis in their partnership or LLC interests and can therefore claim larger charitable tax deductions than shareholders of comparable S corporations.
For example, assume that “P” and “T” each contribute $10,000 to
form the PT partnership and that shareholders “S” and “C” form SC
corporation (an S corporation) and each purchases $10,000 of stock.
Assume that the PT partnership and the SC corporation each borrow
$80,000 from a bank and use the proceeds to acquire rental property. P
and T will each have a basis in their respective partnership interests of
$50,000, comprised of their original $10,000 investments and their shares
of the $80,000 loan.58 This permits each of them to claim up to $50,000
55

I.R.C. § 1366(d)(1).
Rev. Rul. 2008-16, 2008-11 I.R.B. 585.
57 Parisi, supra note 8, at 94. See additional statistics in Exhibit A.
58 I.R.C. §§ 705, 722 and 752(a), which provides that any increase in a partner’s
share of the liabilities of a partnership shall be considered as a contribution of money by
such partner to the partnership.
56
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of tax deductions from business losses or charitable cash gifts.59 By
comparison, shareholders S and C have a basis in their stock limited to
their original investment of $10,000 so that each of them can only deduct
a maximum of $10,000 of losses or charitable cash gifts.60 This distinction between the basis of ownership interests in S corporations and partnerships makes the temporary relief granted by the PPA for
contributions of appreciated property especially important to shareholders of S corporations.
C. Split-Interest Charitable Gifts
1. Eligible Arrangements
A split-interest gift is an arrangement, such as a trust, that benefits
both a charity and a non-charity. The arrangement must be carefully
structured because of the general prohibition against allowing a tax deduction for a gift of a “partial interest in property” to a charity.61 For
example, no deduction is allowed for a contribution to a conventional
trust that will first pay the trust’s income to an individual and will then
distribute the remainder interest to a charity.62 Congress concluded in
1969 that the trustees of such trusts had too much discretion to favor the
non-charitable beneficiaries over the charitable ones.63 It therefore limited the range of tax-deductible deferred giving arrangements to a few
situations that give trustees much less discretion.
The most important split-interest arrangements that qualify for an
immediate income, gift or estate tax charitable deduction include charitable remainder trusts, charitable lead trusts, and charitable gift annuities. For S corporations that operate farms and ranches, the charitable
incentives for donating conservation easements can also be very
important.
59 This assumes that the liabilities qualify under the at-risk rules of I.R.C. § 465(a)
and that losses are not otherwise limited by other restrictions, such as the passive loss
limitation of I.R.C. § 469.
60 I.R.C. § 358(a). I.R.C. § 1371(a) provides that the rules that apply to Subchapter
C corporations shall apply to S corporations unless there is an inconsistent S corporation
statute. Since there is no specific statute that dictates the basis of S corporation stock
that is issued for property, the rules for the tax-free incorporation of C corporations
contained in I.R.C. §§ 351 and 358 also apply to the issuance of S corporation stock.
Thereafter, I.R.C. § 1367 provides that the basis of S corporation stock is increased by the
corporation’s taxable income and reduced by distributions to the shareholder, which is
inconsistent with the rules that apply to the basis of C corporation stock.
61 I.R.C. §§ 170(f)(3) (income tax), 2055(e) (estate tax), 2522(c) (gift tax).
62 Estate of Tamulis, 509 F. 3d 343 (7th Cir. 2007); Estate of La Meres v. Commissioner, 98 T.C. 294 (1992); Estate of Forrest Johnson v. U.S., 941 F. 2d 1318 (5th Cir.
1991).
63 H.R. REP. NO. 91-413, pt. 1, at 61 (1969), 1969-3 C.B. 200, 237; S. REP. NO. 91552, at 87 (1969), 1969-3 C.B. 423, 479.
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a. Charitable Remainder Trusts
Charitable remainder trusts (“CRTs”) are tax exempt trusts64 that
generally distribute a fixed percentage of their assets each year to a noncharitable beneficiary and upon the trust’s termination (either upon the
death of an individual or upon the completion of a fixed number of
years) the trust’s assets are distributed to a charity. Their exemption
from the income tax makes them an attractive recipient for a gift of
appreciated property that is in the process of being sold.65 An S corporation can donate some of its assets to a CRT that will last for a term of
years (maximum 20 years).66 However, a CRT is not eligible to receive
or hold S corporation stock since a CRT is not eligible to be a shareholder of an S corporation.67
There are five types of CRTs, described in greater detail in attached
Exhibit C:
1. Charitable Remainder Annuity Trust (a “CRAT”).68
2. Charitable Remainder Unitrust (a “standard CRUT”).69
3. Charitable Remainder Net-Income Unitrust (a “NICRUT”).70
4. Charitable Remainder Net-Income With Make-up Unitrust (a
“NIMCRUT”).71
5. Flip Unitrust (a “FLIPCRUT” typically converts from a NIMCRUT into a standard CRUT the year after a specified date or
a triggering event occurs).72
b. Charitable Lead Trusts
A charitable lead trust (“CLT”) is the inverse of a CRT: the trust
pays amounts to a charity for a period of years and then the remainder
64 CRTs are exempt from the normal income tax rules that apply to most trusts.
I.R.C. § 664(c)(1). If, however, a CRT has unrelated business taxable income (“UBTI”),
such income is taxed at a 100% rate. I.R.C. § 664(c)(2).
65 See the example at infra note 96.
66 See Part I.C.2 for the rules governing gifts to CRTs. The CRT should last for a
term of years rather than for a term measured by the life of a shareholder.
67 See Article II, supra note 2, at Part V.C.5.
68 I.R.C. § 664(d)(1); Treas. Reg. § 1.664-2.
69 I.R.C. § 664(d)(2); Treas. Reg. § 1.664-3.
70 I.R.C. § 664(d)(3)(A); Treas. Reg. § 1.664-3(b).
71 I.R.C. § 664(d)(3)(B); Treas. Reg. § 1.664-3(b).
72 Treas. Reg. § 1.664-3(c). The legal standard for the conversion is that it must be
“triggered on a specific date or by a single event whose occurrence is not discretionary
with, or within the control of, the trustees or any other persons.” Treas. Reg. § 1.6643(a)(1)(i)(c)(1). Although the sale of real estate might be considered to be within the
discretionary control of the trustee, the regulations provide a safe harbor that “a triggering event based on the sale of unmarketable assets . . . or the marriage, divorce, death, or
birth of a child with respect to any individual will not be considered discretionary with, or
within the control of, the trustees or any other persons.” Treas. Reg. § 1.664-3(a)(1)(i)(d).
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interest is distributed to non-charitable beneficiaries, typically family
members related to the original donor. The charity’s income interest
must be either a guaranteed annuity of fixed payments (a charitable lead
annuity trust, or “CLAT”) or annual distributions of a percentage of the
fair market value of the trust’s property, revalued annually (a charitable
lead unitrust, or “CLUT”).73
Unlike CRTs, a CLT is not exempt from the income tax. Either the
trust (for a “non-grantor CLT”)74 or the donor (for a “grantor CLT”)75
will be subject to income tax on the trust’s income. CLTs usually provide greater estate and gift tax benefits than income tax benefits. This is
especially the case for CLATs when interest rates are low so that the
charity’s income interest will have a higher value and the family’s remainder interest will have a lower value. Occasionally a charitable lead
trust can provide income tax benefits to donors who want to contribute
more than half of their income and who might otherwise not be able to
deduct all of their gifts because of the 50% annual charitable deduction
limitation.76
73 I.R.C. § 170(f)(2)(B) (income tax - disallowance of deduction for contributions of
property placed in trust); I.R.C. § 2055(e)(2) (estate tax - disallowance of deduction for
interests in property passing from decedent); I.R.C. § 2522(c)(2)(B) (gift tax - disallowance of deduction for any other interest such interest is in the form of a guaranteed
annuity or is a fixed percentage distributed yearly). See infra note 75 for the added limitation that only a gift to a grantor CLT is eligible for an income tax charitable deduction,
whereas a gift to either a grantor or a non-grantor CLT is eligible for gift and estate tax
charitable deductions.
74 I.R.C. § 642(c)(1). Such a trust may be able to claim an offsetting charitable deduction for distributions that are required to be made to charities. Id.
75 I.R.C. § 671. There is no income tax deduction for a contribution to a non-grantor CLT but it is possible to claim an income tax deduction for the present value of a gift
to a grantor CLT though the donor will not be able to claim offsetting future charitable
deductions when the donor reports the trust’s income. See I.R.C. § 170(f)(2)(B); Treas.
Reg. § 1.170A-6(c)(1).
76 For example, assume that an individual with adjusted gross income (“AGI”) of
$100,000 would like to make cash contributions to charities every year that total $55,000.
Normally the donor would only be able to deduct $50,000 of gifts because the annual
deduction limitation for cash gifts is 50% of AGI. See I.R.C. §§ 170(b)(1)(A) and (C)
and Treas. Reg. § 1.170A-9(e)(11)(ii); summarized in Exhibit B. Thus the donor would
have taxable income equal to the remaining $50,000 (oversimplified).
One option is for the donor to transfer investment assets that generate $10,000 of
annual income to a CLAT, thereby reducing his AGI to $90,000. The CLAT could make
$10,000 of annual charitable gifts and the donor could personally donate the remaining
$45,000. The donor’s taxable income would be $45,000 ($90,000 AGI minus the $45,000
of gifts, oversimplified). Although the CLAT has $10,000 of income, it can claim a charitable deduction for its $10,000 of charitable distributions. See I.R.C. § 642(c)(1). The
result is that the donor is effectively able to reduce his taxable income by all of the
$55,000 of charitable gifts.
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As will be demonstrated in the companion Article II, certain CLTs
can be shareholders of an S corporation. A grantor CLT can qualify as a
shareholder since it is a “grantor trust”77 and a non-grantor CLT may be
able to qualify as an electing small business trust.78 By comparison,
every type of CRT is ineligible to own S corporation stock.79
c. Other Deferred Gifts
A few other split-interest arrangements qualify for charitable deductions despite the general prohibition against deducting a gift of a
partial interest in property.
* Charitable Gift Annuity - This is the most popular deferred giving
arrangement, since annuities are routinely issued for much smaller
amounts (e.g., $10,000) compared to a CRT that usually requires a minimum contribution of $100,000 or more to justify the administrative
costs. A charitable gift annuity is a contract between a person and a
charity under which the charity pays a fixed dollar amount each year
over the life of one person (or two).80
There are administrative and legal challenges to issue a charitable gift
annuity for a gift of property from an S corporation or for a gift of S
corporation stock from a shareholder. First, most charities are reluctant
to issue a charitable gift annuity for a gift of an illiquid asset, such as real
estate or closely-held stock, since there is often uncertainty over the
time and price of the property’s sale. Second, the Service could view a
corporation’s donation to acquire a gift annuity as a constructive distribution to the shareholder,81 since a charitable gift annuity must last for
77

See Article II, supra note 2, at Part V.C.2.
See Article II, supra note 2, at Part V.C.3.
79 See Article II, supra note 2, at Part V.C.5.
80 See I.R.C. § 514(c)(5); This statute requires:
(1) the value of the annuity must be less than 90% of the value of the property
contributed by the donor,
(2) the annuity must be paid over one life or a maximum of two lives
(3) the contract cannot guarantee a minimum or maximum amount of payments
(e.g., ten years or twenty years), and
(4) the contract cannot change the amount of payments based on the income produced by the property contributed by the donor, or based on any other property for that
matter.
See also Rev. Rul. 69-176, 1969-1 C.B. 150; G.C.M. 36902 (Oct. 29, 1976) (approving
a gift annuity from a private foundation). Whereas payments usually begin shortly after a
contribution is received, it is possible to have a “deferred gift annuity” where larger payments begin at a later date (e.g., age 65). See Id.
81 See infra note 96 for analysis of PLR 200203034 (Oct. 18, 2001) where the Service
reached this conclusion for a corporate donation to a CRT that could have lasted for the
lives of the corporation’s shareholders.
78
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the life of an individual (probably the shareholder) and cannot last for a
fixed term of years.82 Third, a charity will probably want to reduce the
size of annuity payments to a shareholder who contributes S corporation
stock to compensate for the charity’s UBIT liability—a situation that
charities do not face for any other donated asset.
* Pooled Income Fund - A pooled income fund is a trust maintained by
a public charity that operates like a mutual fund. Income beneficiaries
receive a proportionate share of the actual net income (typically interest
and dividends, but not capital gains) generated by the entire fund over
their lives. Upon the death of the income beneficiary, a proportionate
amount of the assets is separated from the fund and is transferred to the
charity.83 Gifts to pooled income funds have dried up in recent years
with the decline of dividend yields and interest rates. Donors receive
better cash flow from charitable gift annuities and from CRTs where
distributions of capital gain income is possible. Furthermore, there is
little opportunity for gifts by S corporations or their shareholders to
pooled income funds because the term of a donor’s interest is measured
by the donor’s life84 and a pooled income fund is not eligible to own S
corporation stock.85
* Other Deferred Gifts - There are a few other deferred gifts that qualify
for tax deductions despite the general prohibition against gifts of partial
interests in property, the most notable are gifts of a remainder interest
in a personal residence or in a farm.86
82 I.R.C. § 514(c)(5) provides that a charitable gift annuity must last for a period
measured by either one or two lives and that it cannot guarantee payments over a minimum or maximum number of years. Thus, a charitable gift annuity cannot exist for a
fixed term, such as 10 or 20 years.
83 I.R.C. § 642(c)(5). Unlike a charitable remainder trust, a pooled income fund is
not a tax-exempt trust. See Treas. Reg. § 1.642(c)-5(a)(2). The way that a pooled income
fund avoids paying income tax is that it distributes all of its net income. Since its income
distribution deduction is usually equal to its net income, no tax is due. See I.R.C. § 661.
The beneficiaries then become liable for the tax on the income. Id.
84 See the text that accompanies infra note 100.
85 See Article II, supra note 2, at Parts V.A.2, V.C.1.
86 I.R.C. § 170(f)(3)(B)(i). An example of an individual who successfully gave a
remainder interest in his personal residence to a foundation can be found in PLR
9538040 (June 29, 1995). As a practical matter, several charities have experienced
problems with deferred gifts of residences and farms. Despite the most ironclad legal
agreements, there can be a dispute over issues such as whether a new roof should be put
on the property and who will pay for it. Consequently, most charities accept such gifts
under relatively rare circumstances. For example, a university may be willing to accept a
deferred gift of a residence that is adjacent to its campus but might not accept a similar
offer for a residence that is located in a different city.
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2. Gifts Made by S Corporations
a. Overview
As a practical matter, the most attractive split-interest gifts that S
corporations can make are donations of conservation easements and
contributions to CRTs. An S corporation’s gift to acquire a charitable
gift annuity is probably not a viable option since such an annuity must
be measured by the life of an individual, such as a shareholder, which
poses serious tax issues.87 The Service has approved gifts by S corporations to CRTs88 and CLTs89 as well as contributions of conservation
easements.90
b. Charitable Remainder Trusts
Although a CRT cannot receive or hold S corporation stock,91 it
can receive and hold corporate assets, such as real estate. The Service
has approved several gifts by S corporations to CRTs that lasted for a
term of 20 years (the legal maximum).92
Both the corporation and its shareholders can benefit by having an
S corporation contribute real estate or other appreciated property to a
CRT and then having the CRT sell the real estate. First, the charitable
income tax deduction from the gift of real estate flows through to the
shareholder’s individual tax return.93 Second, since a CRT is tax-ex87 For the disastrous results that occurred when an S corporation made a gift to a
CRT whose term could have been measured by the lives of the shareholders. See infra
note 100.
88 Favorable and unfavorable IRS rulings are analyzed in the next part of this
article.
89 See PLR 9512002 (Sept. 29, 1994) for a gift by an S corporation to a non-grantor
charitable lead annuity trust.
90 The Service issued a favorable ruling to a timber company S corporation that
contributed a perpetual conservation easement on property that the company would continue to own and use for timber operations. See PLR 9537018 (June 20, 1995). See infra
Part I.C.2.d for details of special tax incentives for gifts of conservation easements.
91 Although a charity is eligible to be a shareholder of an S corporation, a CRT is
not. See Article II, supra note 2, at Part V.C.5.
92 The Service approved a gift by an S corporation to a 20-year term CRT. PLR
9340043 (July 8, 1993). See, however, PLR 200203034 (Oct. 18, 2001) where a corporate
gift to a CRT that could last for lives of the shareholders, as opposed to a term of years,
produced an income tax disaster (see infra note 100). See also PLRs 200326039200326040 (Mar. 31, 2003), where an S corporation was compensated for services to
maintain real property that was contributed to a CRT. In PLR 200644013 (June 21, 2006)
the Service approved a contribution of property subject to the I.R.C. § 1374 built-in gains
tax to a 20-year FLIPCRUT (See discussion infra Part I.D.2).
93 Treas. Reg. § 1.1366-1(a)(2)(iii). See also I.R.C. § 1367(a)(2)(B), analyzed at Part
I.B.2.c, for how the charitable income tax deduction for a gift of appreciated property
was enhanced by the Pension Protection Act of 2006, Pub. L. 109-280, 120 Stat. 780
(2006).
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empt,94 it will not pay any tax on the gain when it sells the real estate.95
The CRT can therefor retain more cash that can be invested to produce
greater annual cash flow to benefit the S corporation, which the S corporation can then distribute to its shareholders.96
Typically the charitable remainder trust will issue checks payable to
the corporation each year for the unitrust or annuity amounts. The corporation could deposit the check or, if there is only one shareholder,
could simply endorse the check to the shareholder. There are generally
favorable tax consequences. First, a shareholder usually has no taxable
income when he or she receives a cash distribution from an S corporation,97 which is very different from the taxable dividend treatment that
94

I.R.C. § 664(c)(1).
Even the I.R.C. § 1374 built-in gains tax won’t be triggered by the contribution of
such property to a CRT or upon the CRT’s sale of the property. PLR 200644013 (June
21, 2006) (See discussion infra Part I.D.2).
96 For example, assume that an S corporation is about to sell land with a near-zero
tax basis for a $1,000,000 gain. The directors might instead contribute the land to a 20year, 7% CRT before the sales negotiations are completed. Rev. Rul. 78-197, 1978-1 C.B.
83. Because of the pass-through nature of an S corporation’s income, both the charitable
deduction for the gift as well as the CRT’s distributions to the S corporation for the next
20 years will be reported on the shareholder’s personal income tax return. Assuming that
interest rates are 7% and that the shareholder’s capital gains tax rate is 20%, the shareholder will have approximately 25% more annual income over the 20-year term if the
corporation contributes the land to a tax-exempt charitable remainder trust than if it sells
the land. I.R.C. § 664(c)(1). There will be even more annual income if the taxpayer lives
in a state that would have imposed a state income tax on the gain. In addition, the corporation will be entitled to claim a charitable income tax deduction of approximately
$240,000 for the gift, which will pass through to the shareholder’s personal income tax
return. I.R.C. §§ 170(f)(2)(A), 1366(b).
CONTRIBUTE LAND
TO CRT;
SELL THE LAND
CRT SELLS LAND
95

Gain on Sale
Capital Gains Tax (about 20%)
Remaining Proceeds
Interest Rate
Annual Income

$1,000,000
200,000
$ 800,000
×
7%
$ 56,000

$1,000,000
None
$1,000,000
×
7%
$ 70,000
(25% more)
97 Cash distributions from an S corporation to a shareholder generally are excluded
from the shareholder’s income. I.R.C. §§ 1368(b)(1),1368(c)(1). The primary exception
is if the distribution exceeds the shareholder’s basis in the stock, in which case the excess
amount is usually treated as a capital gain. I.R.C. § 1368(b)(2), 1368(c)(3). Another
exception applies if the S corporation was formerly a C corporation and if the corporation still has accumulated earnings and profits from its C corporation years. In that case
there is the possibility that some of the distribution would be treated as a taxable dividend if all of the corporation’s profits from its years as an S corporation (“the accumulated adjustments account”) had been fully distributed. I.R.C. § 1368(c)(2).
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applies to most distributions from C corporations.98 Second, the interest, dividend and capital gain income that is distributed from the CRT to
the S corporation will be reported on the S corporation’s return and will
then, in turn, appear on the shareholder’s personal tax return with the
same tax attributes: interest, dividend and capital gain income.99 Thus,
an S corporation’s gift of appreciated real estate or other property can
indirectly achieve a result that is analogous to what the shareholder
would have realized had the shareholder contributed some of his or her
own appreciated property to a CRT.
There are, however, at least three situations when there can be
problems for a corporate gift to a CRT. First, it is important that the
term of the charitable remainder trust be a fixed number of years (maximum 20 years) rather than a term measured by the life of a shareholder.
According to one private letter ruling, an income tax disaster may result
if an S corporation establishes a CRT that is measured by the life of a
shareholder rather than a term of years.100 Second, as will be explained
in Part I.D, there could be tax complications if the property donated to
the CRT was subject to the Section 1374 built-in gains tax (property
that a corporation owned on the day that it converted from C corporation status to S corporation status).101 Finally, under certain circumstances—most likely after a corporation sells all of its operating business
assets—the investment income from the CRT could trigger a corporate
tax to the S corporation which, after three years, could cause the corporation to convert involuntarily from S corporation status to C corporation status.102 The last two concerns do not apply if the S corporation
had never been a C corporation in any prior year.
98

I.R.C. § 301.
The investment income of an S corporation generally retains its character on the
tax return of the shareholder. Treas. Reg. § 1.1366-1(a)(2)(i) (capital gains) and Treas.
Reg. § 1.1366-1(a)(2)(vii) (portfolio income, such as interest and dividends).
100 When an S corporation proposed to contribute appreciated stock that it held to a
CRT that would last for 19 years or for the lives of the shareholders (husband and wife),
whichever was longer, the Service reached two negative conclusions: (a) There would be
a constructive dividend of the appreciated stock to the shareholders for the share that
would benefit them (this is bad for a Subchapter S corporation because it would trigger a
taxable gain under I.R.C. § 311), and, (b) the trust would fail to qualify as a trust for
federal income tax purposes, so it also could not qualify as a charitable remainder trust.
PLR 200203034 (Oct. 18, 2001). By comparison, these problems do not exist when an S
corporation makes a contribution to a CRT that will last for a fixed number of years, such
as 20 years. PLR 200644013 (June 21, 2006); PLR 200326039 (Mar. 31, 2003).
101 PLR 200644013 (June 21, 2006); see discussion infra Part I.D.2
102 Congress recognized that when a C corporation sold all of its assets in a business
transaction, it might try to convert to S corporation tax status to avoid the personal holding company (“PHC”) tax of I.R.C. § 541. There are two laws that prevent former C
corporations from avoiding the PHC tax by converting into an S corporation. They only
apply if at the time of conversion the corporation has undistributed accumulated earnings
99

\\jciprod01\productn\A\ACT\36-3\ACT301.txt

Winter 2010]

unknown

S CORPORATIONS

Seq: 21

21-APR-11

15:34

497

c. Charitable Lead Trusts
The Service issued a favorable private letter ruling to an S corporation that made a charitable gift to a non-grantor charitable lead annuity
trust.103 In general, though, estate planners are more inclined to encourage a shareholder to make a charitable gift of S corporation stock to
a charitable lead trust than to recommend a corporate gift to such a
trust.104
d. Conservation Easements
One type of split-interest charitable gift that receives especially
favorable income tax treatment is a donation of a conservation easement. Such a gift restricts the commercial development of land but permits the donor to continue to use the land for certain activities, typically
agricultural activities such as farming or ranching.105 A donation of a
conservation easement made between 2006 and 2009 could qualify for
and profits from C corporation years that would, under normal circumstances, produce a
taxable dividend if they had been distributed to a C corporation shareholder. First, if
more than 25% of an S corporation’s gross receipts consist of passive investment income,
then there is a 35% surtax on such income. I.R.C. § 1375. Second, if such passive income
exceeds 25% of gross receipts for three consecutive years, then S corporation tax status
will be revoked. I.R.C. § 1362(d)(3). Following its reversion back to C corporation status, the corporation would likely be subject to the PHC tax. If, however, an S corporation never was a C corporation, or if an S corporation that was a former C corporation
has no accumulated earnings and profits from its C corporation years, then neither the
35% surtax nor the revocation of S corporation status will apply.
103 PLR 9512002 (Sept. 29, 1994).
104 See Article II, supra note 2, at Parts V.C.2 and V.C.3 for charitable lead trusts
that are eligible to own S corporation either as grantor trusts or as electing small business
trusts (“ESBTs”).
105 I.R.C. § 170(h). The requirements for claiming a charitable income tax deduction
were succinctly explained by the Congressional Research Service:
Under current law, a taxpayer who donates a conservation easement to a governmental unit or tax-exempt organization may be able to deduct the donation as a charitable contribution. The donation must meet three requirements. First, it must be of a
qualified real property interest, of which a perpetual easement is one type. Second, the
donation must be made to a qualifying organization, such as a governmental unit or public charity. Third, it must be made exclusively for a conservation purpose. Conservation
purposes are (1) the preservation of land for outdoor recreation by, or the education of,
the general public, (2) the protection of a natural habitat of fish, wildlife or plants, or
similar ecosystems, (3) the preservation of open space for the scenic enjoyment of the
general public or pursuant to a clearly delineated governmental policy, so long as the
preservation will yield a significant public benefit, and (4) the preservation of historically
important land areas and certified historic structures.
KRISTINA ALEXANDER & ERIKA LUNDER, CONG. RESEARCH SERV., RL34338, LEGAL ANALYSIS OF THE CONSERVATION EASEMENT TAX CREDIT IN THE SENATE VERSION
OF H.R. 2419(THE 2007 FARM BILL) 5; (2008)

\\jciprod01\productn\A\ACT\36-3\ACT301.txt

498

unknown

Seq: 22

ACTEC LAW JOURNAL

21-APR-11

15:34

[Vol. 36:477

better tax treatment than an outright charitable gift of real estate.106
This temporary law might be extended to future years. If so, when one
combines the special tax incentives that apply to a donation of a conservation easement with the potential ability of an S corporation shareholder to claim a charitable income tax deduction that exceeds the
shareholder’s basis in his or her stock,107 a donation of a conservation
easement by an S corporation that operates a ranch, farm or other agricultural business108 can provide very generous tax benefits to shareholders while still allowing the corporation to use the property for
agricultural purposes.
One private letter ruling involved an S corporation timber company
that made a charitable donation of a conservation easement on a portion of its timberland located next to a national forest.109 The easement
prohibited activities that changed the ecology of the land (e.g., construction of commercial structures or residential subdivisions) but the company reserved several rights, including the right to harvest timber and to
construct and maintain roads. The Service concluded that the gift was
an eligible conservation easement and that each shareholder of the S
corporation was entitled to claim a pro-rata charitable income tax deduction for the gift.
106

A Senate committee report explained the favored tax treatment:

The Pension Protection Act of 2006 (PPA), Public Law 109-432, included an
enhanced tax deduction for contributions of conservation easements. Prior to
PPA, taxpayers could only deduct up to 30% of the AGI for donations of conservation easements to qualified conservation organizations or state or local
governments. Taxpayers were allowed to carry-forward their deduction for up to
5 years. However, taxpayers were often unable to yield the maximum benefit
from their easement donations. The enhanced deduction provision in PPA allowed all taxpayers to deduct up to 50% of their AGI for donations of conservation easements and carry forward the deduction for up to 15 years, and allowed
ranchers and farmers to deduct up to 100% of their AGI for donations of conservation easements.
Highlights of the Conference Report to Accompany H.R. 2419 – The Food and Energy Security Act of 2007 (May 14, 2008) at 9, available at http://rpc.senate.gov/public/_
files/051408ConfHighlightsHR2419FoodEnergySecurityActPLSN.pdf. The Food, Conservation, and Energy Act of 2008, Pub. L. No. 110-234, 122 Stat. 923 (2008), extended
this favorable tax treatment through December 31, 2009.
107 See discussion infra Part I.B.2.c (describing the temporary legislation first enacted
as part of the PPA).
108 Although the S corporations that engage in agricultural activities constitute only
2.2% of all S corporations, they held 8.4% of all of the land reported on all S corporation
returns in 2007. Computed from Internal Revenue Service, Table 7—S Corporation Returns: Balance Sheet and Income Statement Items, by Major Industry, http://www.irs.gov/
pub/irs-soi/07co07s.xls.
109 PLR 9537018 (June 20, 1995).
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D. Charitable Gifts and the Section 1374 Built-In Gains Tax
1. Tax Applies For Ten Years To Former C Corporations
Every year, thousands of C corporations convert their tax status to
S corporations.110 In order to prevent these former C corporations from
avoiding the C corporation tax that would normally apply upon the sale
of the corporation’s appreciated property,111 Congress enacted the
built-in gains tax of Section 1374 to collect the C corporation tax from
the business in a year when it is classified as an S corporation. The builtin gains tax is by far the most frequent and largest of the corporate taxes
that S corporations pay.112
Section 1374 provides that an S corporation that was a former C
corporation will be liable at the highest corporate rate (currently 35%)
if within ten years of the conversion date (the “recognition period”)113 it
makes a taxable disposition of any appreciated property that it owned
on the conversion date. The ten year recognition period was temporarily shortened to seven years for most dispositions in 2009 and 2010.114
In addition to this corporate tax, the shareholders will also be liable
for their share of the S corporation’s gain from the taxable disposition.
Whereas the built-in gains tax is assessed only on the amount of appreciation at the time of the conversion to S corporation status,115 the shareholders must recognize the entire gain, reduced by the built-in gains
tax.116 An example is in the footnote.117 The combination of the share110 In 2006, 85,700 corporations converted from Subchapter C status to Subchapter S
status. See Parisi, supra note 8, at 92.
111 The gain from a C corporation’s sale of property is often taxed twice. It is subject
to the corporate income tax in the year of the sale. I.R.C. § 11. Then, when the C corporation makes a distribution to its shareholders of its accumulated after-tax profits as a
dividend, the shareholders pay income tax on the dividend income. I.R.C. § 301. By
comparison, gain from the sale of an S corporation’s appreciated property is usually
taxed only once since the S corporation usually pays no income tax and the gain is reported on the shareholder’s income tax return.
112 In 2006, the I.R.C. § 1374 built-in gains tax generated $583.7 million of revenue
whereas the I.R.C. § 1375 excess net income tax generated only $45.6 million. Parisi,
supra note 8, at 99. (referencing Figure H).
113 I.R.C. § 1374(d)(7).
114 Id., (amending I.R.C. § 1251(a) of The American Recovery and Reinvestment
Act of 2009 (a/k/a the “$787 Billion Stimulus Legislation”) Pub. L. 111-5 (2009). The
amendment does not apply to a distribution to a shareholder.)
115 I.R.C. §§ 1374(d)(1), (d)(3)(B).
116 I.R.C. § 1366(f)(2) (When a shareholder determines his or her income from the S
corporation, the I.R.C. § 1374 built-in gains tax liability will be treated as a loss sustained
by the corporation.).
117 For example, assume that a corporation owned land with a basis of $200,000 and a
market value of $1,200,000 on the day that it converted from C corporation status to S
corporation status. The built-in gain is $1,000,000. Three years after the conversion, the
corporation sold the land for $1,500,000 — a total gain of $1,300,000. Since the property
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holder’s personal income tax (which in 2010 could range from a low
15% rate for long-term capital gain property up to a 35% rate for dispositions of ordinary income property) added to the corporation’s 35%
built-in gains tax could lead to punishing marginal tax rates. In 2011 the
effective federal tax rate on built-in gains ranged between 44% and 57%
of the built-in gain,118 and state income taxes could push that rate even
higher. Future federal tax rates may make the tax cost even higher.
2. Gifts to Charities and to Charitable Remainder Trusts
The built-in gains tax is triggered by a “taxable disposition” of Section 1374 property. A taxable disposition includes a sale, or a distribution to a shareholder,119 or some other form of taxable disposition.120
The issue, then, is whether a charitable contribution of Section 1374
property (either outright to a charity or as a deferred gift to a CRT) is
one of those other forms of a taxable disposition that triggers the builtin gains tax.
The Service has ruled in private rulings that an S corporation’s
charitable contribution of Section 1374 built-in gain property within the
ten year recognition period is not a taxable disposition. This exemption
applies both to outright gifts to a charity121 and gifts to a CRT.122 The
was owned on the date of conversion and disposed of within ten years, the corporation
must pay the 35% I.R.C. § 1374 built-in gains tax of $350,000 (35% tax rate times the
$1,000,000 built-in gain). The shareholder will report a gain on the sale of $950,000 (the
$1,300,000 total gain reduced by the I.R.C. § 1374 tax of $350,000).
118 If the property in the previous footnote had been sold for $1,200,000 so that the
total gain equaled the $1,000,000 built-in gain, the corporation would have paid the 35%
built-in gains tax of $350,000 and the shareholders would have a recognized gain of the
remaining $650,000. See I.R.C § 1366(f)(2). The shareholder’s federal tax liability would
range between $97,500 (assuming a federal 15% tax rate on a long-term capital gain of
$650,000) and $227,000 (assuming a 35% tax rate on ordinary income). Hence there is an
effective tax rate of between 44% (a combined tax of $447,500) and 57% (a combined tax
of $577,000), with state income taxes extra.
119 If the land that was sold in the example supra note 117 had instead been simply
distributed to the shareholder, then the corporation would incur the same I.R.C. § 1374
tax of $350,000 and the shareholder would report the same taxable gain of $950,000.
I.R.C. §§ 311(b)(1), 1371 and 1366(a)(1); Williams v. Comm’r, T.C. Memo. 1997-326.
120 I.R.C. § 1374(d)(3).
121 In one ruling, an S corporation had owned appreciated real estate at the time that
it converted from C corporation status which, if sold, would have triggered the I.R.C.
§ 1374 built-in gains tax. Within ten years of the conversion the S corporation planned to
contribute the real estate to a governmental entity. The Service ruled that the S corporation (and, therefore, the shareholders) could claim a charitable income tax deduction for
the full value of the property and that the corporation would not recognize the built-in
gains tax when it made the charitable gift. PLR 200004032 (Jan. 28, 2000).
122 PLR 200644013 (June 21, 2006) (donation of I.R.C. § 1374 built-in gain property
to a 20-year FLIPCRUT).
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tax is not triggered upon the charity’s or the CRT’s sale of the contributed property within the recognition period.123 However, it is possible
that future distributions from the CRT to the S corporation could trigger
the Section 1374 built-in gains tax if (under the four-tier system that
applies to CRT distributions to donors)124 part of the CRT distribution
included long-term capital gain.125
123

Id.
Distributions from CRTs to beneficiaries are treated differently than distributions
from conventional trusts. There is a special four-tier system, the net effect of which is to
have as much of the distribution taxed at the highest marginal tax rates (e.g., ordinary
income) before the income beneficiary receives any income that is taxed at lower rates
(e.g., long-term capital gain or tax-free corpus). I.R.C. § 664(b); Treas. Reg. § 1.6641(d)(1)(i) (as amended in 2010). An acronym that describes this arrangement is
“WIFO”—the worst income in is the first income out.
The four-tier distribution rules provide that amounts distributed by a CRT shall have
the following characteristics to the income beneficiary:
Tier One: First, as amounts of income (other than capital gains) to the extent of such
income for that year and undistributed income of the trust for prior years;
Tier Two: Second, as a capital gain to the extent of the capital gain for the year and
the undistributed capital gain of the trust for prior years. If the capital gain is from the
sale of property contributed by a donor, the trust will use the donor’s basis to compute
gain or loss. This is the gain that is potentially subject to the I.R.C. § 1374 built-in gains
tax.
Tier Three: Third, as other income (such as tax-exempt municipal bond interest) to
the extent of such income for the year and such undistributed income of the trust for
prior years; and
Tier Four: Fourth, as a distribution of trust corpus.
Because a CRT is tax-exempt, undistributed income can accumulate for future distribution without any tax obligation. Conversely, if the current year’s income is less than
the amount that is distributed, then the beneficiary will be deemed to have received the
undistributed surplus income from prior years, so that the accumulated income will finally be taxed.
For example, assume that a donor owns stock that with a basis of $97,000 that is
worth $100,000. The donor contributes the stock to a CRAT that must pay the donor
$7,000 each year. The trust immediately sells all of the stock for $100,000 and reinvests
the proceeds in other bonds and stocks. It earns interest and dividend income of $8,000
in the first year but only earns $4,000 of such income in each of the following years. The
donor will report the following amounts of ordinary income, capital gain and tax-free
income: These amounts are calculated as follows:
124

Ordinary Income
Long-Term Capital Gain
Tax-Free Income

Year 1

Year 2

Year 3

$ 7,000
$ -0$ -0-

$ 5,000
$ 2,000
$ -0-

$ 4,000
$ 1,000
$ 2,000

Total Distributions
$ 7,000
$ 7,000
$ 7,000
In PLR 200644013 (June 21, 2006), an S corporation that owned, leased, and managed residential and commercial real estate proposed to donate three parcels of real estate to a 20-year FLIPCRUT. The property was Section 1374 built-in gain property that
it had owned during its years as a C corporation. The contribution to the CRT and the
125
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E. Complications When the Charity Is A Shareholder
The ability of an S corporation to claim a charitable deduction becomes more complicated when the charity that receives a donation is
also one of the shareholders. The issue is whether the distribution to the
charity is a voluntary charitable gift or whether it is a dividend distribution to a shareholder.
As is often the case, the legal outcome may be clear at the extreme
ends of the spectrum, but it is woefully vague in the vast middle area.
For example, it should be possible for a corporation such as Apple Computer to donate cash and computers to a school or university even when
that educational institution might have a few shares of Apple Computer
stock in its investment portfolio. In that situation the school’s minimal
shareholder interest should be ignored and Apple Computer should be
able to claim a charitable income tax deduction rather than be treated as
making a dividend distribution to one of its many shareholders.
In stark contrast, when a charity owns all of a corporation’s stock it
becomes much harder to argue that the distribution was made because
of donative charitable intent of the controlled subsidiary. The Service,
the Tax Court and several federal courts of appeal have held that distributions from a wholly owned subsidiary to a tax-exempt parent charity
did not qualify for charitable income tax deductions but were instead
dividend distributions.126 One court held that when a charity owned
CRT’s subsequent sale of the contributed property were both anticipated to occur within
the ten year recognition period.
The Service ruled that the S corporation would not have a recognized built-in gain
upon its contribution of the real estate to the CRT or upon the CRT’s disposition of the
real estate. The Service concluded that the S corporation also would not have recognized
built-in gain when it received Tier 1 ordinary income from the CRT (described supra note
124). However, the Service concluded that the S corporation “will have recognized builtin gain under section 1374 to the extent the unitrust amounts received by Company during the Recognition Period are characterized as capital gain under section 664(b) because
of the Trust’s disposition of the Real Estate.”
Thus, in the example in the preceding footnote, the S corporation would not incur
any built-in gains tax liability upon receiving the Tier One ordinary income from the
trust. However, the $3,000 of Tier Two capital gain would trigger a built-in gains tax
liability in the years that the capital gain income was received by the donor S corporation
($2,000 in year 2 and $1,000 in year 3).
The Service declined to address whether there would be a built-in gains tax liability
for distributions of capital gain that the S corporation might receive from the CRT after
the recognition period (i.e., more than ten years after the S corporation conversion). It
also declined to address “whether the sale of the section 1374 property will create unrelated business taxable income within the meaning of section 512.” Any UBTI could have
serious tax consequences because of the 100% tax that is imposed when a CRT has such
income. See I.R.C. § 664(c)(2).
126 See, e.g., C. F. Mueller Co. v. Comm’r, 479 F.2d 678 (3d Cir. 1973); Dave Inv. Co.
v. Comm’r, 462 F.2d 1373 (1972), aff’g T.C. Memo 1970-291 (1970); United States v.
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75% of a corporation’s stock, the distributions that the directors had
intended to be charitable contributions were really dividend distributions solely to the charity shareholder.127
Since over 94% of S corporations have fewer than four shareholders,128 a charity is likely to be one of only a few shareholders of an S
corporation. However its percentage of ownership of the corporation
could be small, large or moderate depending on the size of the shareholder’s gift of stock. The question then becomes: when can an S corporation make a deductible charitable gift to a charity that is also a
shareholder? What are the appropriate outcomes when a charity owns
5%, 10%, 30%, or 50% of the stock? There is no legal precedent involving an S corporation.
One would think that the partnership tax laws would offer helpful
guidance to distinguish between a charitable gift and a distribution to a
charity-partner when the charity holds either a small or large interest in
the partnership’s profits. Surprisingly, there is absolutely no legal precedent in the partnership laws. This may be in part because there are generally fewer adverse tax consequences when a partnership distributes
property to a partner compared to when a corporation distributes property to a shareholder.129 There are only a few situations where a partnership’s distribution of property to a charity-partner could trigger
taxable income if the transaction is classified as a distribution to a partner rather than a charitable gift.130
Knapp Bros. Shoe Mfg. Corp., 384 F.2d 692 (1967); Crosby Valve & Gage Co. v. Comm’r,
380 F.2d 146 (1st Cir. 1967), aff’g 46 T.C. 641 (1966); Rev. Rul. 68-296, 1968-1 C.B. 105.
127 See Sid Richardson Carbon & Gasoline Co. v. United States, 416 F.2d 867 (5th
Cir. 1969), rev’g 291 F. Supp. 674 (N.D. Texas 1969).
128 See the statistics in Exhibit A.
129 For example, a distribution of appreciated property from a corporation to a
shareholder generally triggers a taxable gain as if the corporation had been sold the property, but a distribution of appreciated property from a partnership to a partner normally
does not trigger a taxable gain. Compare I.R.C. § 311(a) with I.R.C. §§ 731-32. But see
infra note 130 (explaining that a partnership’s distribution of property can trigger a
gain.).
130 First there is the obvious question of whether the other partners will be able to
claim charitable income tax deductions for the amount that was paid to the charity-partner or whether their taxable income will be higher if the payment is classified as a distribution to an owner. See I.R.C. §§ 702(a)(4), 703(a)(2)(C); Treas. Reg. §§ 1.702-1(a)(4),
1.703-1(a)(2)(iv). Second, classification of the payment as a distribution could trigger a
taxable gain. For example, partnership tax law provides that if appreciated property that
was donated to a partnership by one partner is distributed by the partnership to another
partner within seven years of the contribution, then the original partner who contributed
the property must recognize a taxable gain. See I.R.C. § 704(c)(1)(B). Thus, whereas
normally a charitable gift of appreciated property produces very favorable tax results, a
partnership’s distribution of appreciated property to another partner can produce very
negative tax results.
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By comparison, there are serious hazards that can occur when a
distribution to a charity-shareholder of an S corporation is classified as a
dividend rather than a charitable gift. The first occurs if there are other
shareholders. The disproportionate dividend to the charity shareholder
could be construed as a second class of stock, which could cause the
corporation to lose its S corporation status.131
The second hazard applies if the S corporation donates appreciated
property to the charity shareholder. Normally, a charitable gift of appreciated property qualifies for the greatest income tax benefits.132 In
stark contrast, a distribution of appreciated property to a shareholder
can trigger negative tax consequences. Generally when a corporation
distributes appreciated property to a shareholder, the corporation must
recognize a taxable gain as if the property had been sold.133 The shareholders of an S corporation would then recognize the corporation’s taxable gain on their personal returns. In the case of a tax-exempt
shareholder of an S corporation, that gain would normally trigger a
UBIT liability.134 If the distributed property is Sec. 1374 property that
is subject to the built-in gains tax, the ensuing tax liability can be onerous if the transaction does not qualify for a charitable contribution
deduction.135
There does not appear to be an exemption even when the distributed property furthers the charity’s exempt purpose. For example, if a
museum owns all of the stock of an S corporation and if the corporation
131 See Article II, supra note 2, at Part IV.C for the single class of stock requirement
for S corporations.
132 The donor gets the double tax benefit of an income tax deduction for the appreciated value of the property (I.R.C. § 170(a)) and also avoids recognizing the taxable gain
that would have occurred had the property had been sold. Wekesser v. Comm’r, T.C.
Memo. 1976-214. See Article II, supra note 2, at Part II.A.2.
133 I.R.C. § 1371(a) provides that an S corporation is subject to the same tax laws as a
C corporation unless there is a specific S corporation law that is in conflict. Generally, a
C corporation that distributes appreciated property to a shareholder must recognize a
taxable gain as if the property had been sold, whether the distribution is made by an
ongoing corporation (I.R.C. § 311(b)(1)) or in liquidation (I.R.C. § 336(a)). There is no
S corporation statute that conflicts with this provision, and hence the law applies to an S
corporation. The gain would trigger UBTI to the charity. I.R.C. § 512(e).
134 I.R.C. § 512(e)(1)(B)(I) provides that a tax-exempt charity’s share of S corporation income is subject to UBIT. This could pose a burden to all shareholders, including
charities, since they would have to spend cash to pay the tax, especially when they receive
a distribution of illiquid property. For example, assume that an S corporation purchased
real estate 10 years ago for $100,000 that is now worth $300,000. If it distributes the
property to its shareholders, the S corporation must recognize a $200,000 gain as if it had
sold the property. Each shareholder would have to recognize a proportionate share of the
S corporation’s gain as taxable income and would have to use cash from other sources to
pay the applicable income tax or UBIT.
135 See supra note 118.
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distributes a valuable painting to the museum that the museum will display to the public, the S corporation would still be required to recognize
a taxable gain on the distribution as if the asset had been sold to a buyer
and it would not be entitled to claim an offsetting charitable income tax
deduction for the distribution.136 By comparison, there usually is no
such taxable gain when a partnership distributes appreciated property to
a partner,137 especially when there is a distribution of property that a
charity partner will use for its exempt purposes.
The third hazard applies if there is a cash payment that exceeds the
basis of the S corporation stock. If a cash payment to a shareholder that
is a charity is classified as a charitable gift, then other shareholders can
normally claim a charitable income tax deduction up to the basis in the
stock.138 There is no taxable income from the transaction. On the other
hand, when a cash payment to a shareholder is classified as a distribution to the shareholder and the amount of cash exceeds the shareholder’s basis in the stock, then that shareholder generally incurs a
taxable gain. If the shareholder that receives such a large cash distribution is a tax-exempt organization, this gain is presumably subject to
UBIT.139 As was demonstrated above, S corporation shareholders tend
to have a lower basis in their stock, and are therefore more likely to
have a taxable gain from cash distributions, than their counterparts who
own interests in partnerships or LLCs.140
The controversy is certain to arise during future audits over
whether a payment to a charity-shareholder or to a charity-partner is a
charitable contribution or is a distribution to an owner. Guidance from
136 See the cases cited supra note 126, which denied charitable tax deductions to
taxable subsidiaries that made distributions to their parent charities. Compare, however,
the possibility of claiming a charitable income tax deduction to offset the taxable gain
triggered when a corporation donates substantially all of its assets to a charity that has no
ownership interest in the business, described infra note 146.
137 I.R.C. §§ 731-32. See, though, the exception when a partnership distributes property within seven years of a partner’s contribution, supra note 130.
138 See supra Part I.B.1.
139 I.R.C. §§ 1368(b)(2), (c)(3). The gain from a cash distribution that is greater
than the shareholder’s basis is comparable to a profit from a sale of the stock. Gains
from the sale of S corporation stock are subject to UBIT. I.R.C. § 512(e)(1)(B)(ii). By
comparison, if the S corporation had ever been a C corporation, a distribution of accumulated profits attributable to the C corporation years would be a treated as conventional
taxable corporate dividend that was paid by a C corporation. I.R.C. §§ 1368(c)(2). Although such C corporation dividends are taxable to individuals, they are probably not
taxable as UBTI to a tax-exempt shareholder in the year paid. I.R.C. § 512(b)(6) exempts conventional dividend income from UBTI, and such income does not appear to be
included in the definition of S corporation income that is subject to UBIT under I.R.C.
§ 512(e)(1)(B)(i) since these dividends are not “items of income . . . taken into account
under Section 1366(a).”
140 See supra Part I.B.3.
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the Service would be very helpful both for taxpayers and for the Service’s efficient administration of the tax laws. As has been the case in
the past, it would be helpful if there were clear safe-harbors. For example, there should be a specific minimal ownership interest that a charity
could have in a business that would allow the business to claim a charitable contribution deduction for a gift to that charity.141 Furthermore,
there should be complete exemption from all negative tax consequences
for a transfer of property to a charity that will be used by the charity for
its exempt purposes. For example, if an S corporation distributes a valuable painting to a museum-shareholder that displays the painting as part
of its exempt purposes, then the distribution should not trigger a taxable
gain and should not be classified as a second class of stock.
F. Donation of Substantially All of An S Corporation’s Assets
Even the most generous gift that an S corporation can make—a gift
of substantially all of the corporation’s assets—poses serious tax challenges. This sometimes occurs when an individual owns a corporation
that holds a single large asset, such as rental real estate, and the shareholder would like to have the corporation donate the entire asset to a
charity that is not a shareholder of the corporation.
If a corporation donates substantially all of its assets to a tax-exempt entity then the corporation must recognize taxable gain or loss as
if it had sold all of its assets.142 A taxable gain occurs even when the gift
is made to a charity that is not a shareholder of the corporation.143 It
can also apply when substantially all of a corporation’s assets are

141 For example, even under the strict private foundation excise taxes, a private foundation is permitted to own 2% of a business without a violation of the excess business
holding rules. Hence, a 2% ownership threshold could be a safe harbor. In the author’s
view, an even higher threshold, such as 5%, would be a preferable safe-harbor for allowing a business to claim a charitable income tax deduction.
142 Treas. Reg. § 1.337(d)-4(a)(1) states: “if a taxable corporation transfers all or substantially all of its assets to one or more tax-exempt entities, the taxable corporation must
recognize gain or loss immediately before the transfer as if the assets transferred were
sold at their fair market values.” The regulation was issued to prevent a taxable corporation from circumventing the general corporate liquidation rules by either merging into a
tax-exempt organization or by transferring all of its assets to a tax-exempt organization.
The law applies to both C corporations and to S corporations. See I.R.C. §§ 337, 1371(a).
I.R.C. § 337 is a Subchapter C corporation statute and I.R.C. § 1371(a) provides that an S
corporation is subject to the same tax laws as a C corporation unless there is a specific S
corporation law that is in conflict. There is no statute that is in conflict.
143 Treas. Reg. § 1.337(d)-4(a)(1).
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donated to a CRT.144 A similar rule applies if an S corporation converts
from a for-profit corporation into a tax-exempt entity.145
If the transfer triggers a taxable gain, the S corporation may be able
to claim an offsetting charitable income tax deduction that could reduce
the tax liability triggered by the gain.146 Such a charitable deduction
could produce much greater tax benefits in the case of an S corporation
144

Treas. Reg. § 1.337(d)-4(c)(2)(ii).
PLR 200402003 (Sept. 30, 2003) held that there was a taxable event when an S
corporation merged into a tax-exempt charity.
146 In PLR 200402003 (Sept. 30, 2003), the Service addressed the possibility of a
charitable income tax deduction in a ruling that involved a Subchapter S corporation
(“Oldco”) that merged into a newly-formed charity (“Newco”). Essentially the S corporation converted from its taxable status into tax-exempt status, triggering a taxable gain
as if the assets had been sold. None of the S corporation’s shareholders would be involved with the new charity. Furthermore, the new charity was not a shareholder of the S
corporation, so that the problems for charity-shareholders described in the preceding section would not occur.
The Service divided the gain into two parts: the bargain sale from having the taxexempt charity assume the corporation’s liabilities and then the remaining liquidation
gain. It then suggested that charitable income tax deductions might be available to offset
the taxable gain, which would flow from the S corporation’s tax return to the shareholders’ personal returns. The ruling stated:
1. [The bargain sale portion of the gain>] Upon transfer of Oldco’s items of
property to Newco, Oldco will be treated as selling its items of property for an
amount realized equal to the amount of liabilities transferred. Then, if, under
section 1011(b), a deduction is allowable under section 170 [a charitable income
tax deduction] by reason of a sale, the adjusted basis for determining the gain
from such sale, if any, shall be that portion of the adjusted basis which bears the
same ratio to the adjusted basis as the amount realized bears to the fair market
value of that item of property. . . .
2. [The additional gain based on liquidation>] To the extent gains and
losses otherwise are not recognized by Oldco on the sale of its items of property
described in Ruling 1, above (i.e., on the part of its items of property in excess
of the amount of liabilities transferred), Oldco will recognize gains and losses
immediately before the Merger as if the assets transferred actually were sold at
their fair market values (sections 337(d) and 1.337(d)-4). . . .
5. [The charitable deduction>] Assuming that Newco is recognized as taxexempt under section 501(c)(3), we conclude that since gains and losses are realized and recognized under sections 1001 and 337(d) in the same taxable year in
which the contribution, if any, is made . . ., section 170(e)(1) [the statute that
reduces deductions for gifts of ordinary income property] does not apply to the
transaction. If Oldco is entitled to a charitable contribution under section 170, it
is only to the extent that all the other requirements of section 170 are met.
6. [The charitable deduction>] Under section 1366(a)(1), each shareholder
will take into account his or her distributive share of Oldco’s charitable contributions, subject to the limitation of section 1366(d)(1). Each shareholder will
include his or her distributive share of charitable contributions in making adjustments under section 1367 for his or her taxable year. Because Oldco is an S
corporation, the section 170(b)(2) limitations are inapplicable and the limitations of section 170(b)(1) will apply to the shareholders individually.
145
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compared to a C corporation because of the more generous charitable
annual deduction limitations that apply to an individual (the S corporation shareholder) compared to a C corporation.147
The phrase “substantially all” generally means at least 80% of the
value of the properties of the corporation.148 Some commentators have
pointed out that for purposes of this law a transfer of less than 80% of
assets could trigger the tax — perhaps 70% or even less.149 The Service
approved an S corporation’s donation of half of its assets to a FLIPCRUT, although there was no mention whether the transfer did or did
not constitute “substantially all” of the corporation’s assets.150
II. WRAP-UP

OF

ADVANTAGES AND HAZARDS OF CHARITABLE
GIFTS BY S CORPORATION

A. The Advantages
1. A charitable deduction for a gift of corporate property (e.g., real
estate) is not reduced by a lack of marketability discount as is a
shareholder’s gift of stock. That is, an S corporation’s donation of
real estate will be valued at the full worth of the property, but the
stock of any closely held business will often be appraised at less
than its proportionate share of the value of all of the corporation’s
147 A Subchapter C corporation can deduct a maximum of 10% of its taxable income
for charitable gifts. I.R.C. § 170(b)(2). Thus, a charitable deduction would typically do
little to reduce a tax liability triggered by a large gain from the deemed sale of all of the
corporation’s assets. By comparison, the charitable deduction of an S corporation passes
through to the shareholders who, if they are individuals, can typically deduct up to 30%
or 50% of their income. I.R.C. §§ 170(b)(1)(A),(C), 1366(d)(1)(A); Treas. Reg. § 1.13661(a)(2)(iii). See Exhibit B for explanations of the various annual charitable deduction
limitations that apply to individuals.
148 Treas. Reg. § 1.337(d)-4(c)(3) uses the definition contained in the corporate
merger statute of I.R.C. § 368(a)(1)(C) (a “Type C reorganization”), which describes a
corporate merger of voting stock in exchange for “substantially all of the properties” of
another corporation. The regulations provide that the term “substantially all” means at
least 80% of the value of the corporation’s properties. Treas. Reg. § 1.368-2(d)(2)(ii).
149 See the examples cited by Laura Peebles, A Hidden Trap for Generous Corporations, The Planned Giving Design Center, May 17, 2005, http://www.pgdc.com/pgdc/article/2005/05/hidden-trap-generous-corporations. She points out that taxpayers who enter
into a Type C reorganization may strive to reach the 80% threshold for the comfort and
assurance of meeting the statutory threshold, but that it may be possible for a court could
hold that a transfer of 71% of a corporation’s assets was “substantially all” of the assets.
150 In PLR 200326039 (Mar. 31, 2003), an S corporation transferred half of its assets
(all real estate) to an LLC in exchange for a 98% ownership interest in the LLC. The S
corporation then donated the LLC interest to a FLIPCRUT, of which the shareholder
was the sole trustee. The Service concluded that there were no self-dealing problems
with the transaction, but it never addressed whether a transfer of half of the S corporation’s assets was a transfer of “substantially all” of the assets.
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underlying assets because of the difficulty of selling a minority interest in a closely held business.151
2. The charitable income tax deduction for a gift of corporate
property is not reduced by the value of any other assets that the S
corporation owns, whereas the income tax deduction for a charitable
gift of S corporation stock will usually be less than the appraised
value to reflect any “ordinary income” assets that the S corporation
might have.152 This may mean that the corporation will have to pay
more money to redeem the stock than the shareholder was able to
deduct.153
3. An S corporation’s charitable gift of property can avoid the
“built-in gains tax” of Section 1374.154
4. A charity is not subject to UBIT on the income generated by
property that was donated by a corporation (unless it was “debtfinanced”) or on the gain from its sale, whereas a charity will have
to pay UBIT taxes when it holds and sells stock of a profitable S
corporation.155
5. Although a charitable remainder trust (“CRT”) cannot receive
or hold S corporation stock, it can receive and hold corporate assets,
such as real estate, which can produce significant tax advantages.156
B. The Hazards
There are several complications that could prevent a corporation
from making a charitable gift of its assets or prevent a shareholder from
claiming an income tax deduction for the corporation’s gift. In that case
a shareholder’s gift of stock might be the only charitable giving opportunity. These obstacles include:
151 See the last paragraph of Article II, supra note 2, at Part VII.A.2 which describes
minority discount valuations and situations where donors could obtain greater tax savings
by selling S corporation stock and donating the sales proceeds compared to donating
appreciated stock before the sale.
152 I.R.C. § 170(e)(1). See Article II, supra note 2, at Part VII.A.4 for the general
rules for a gift of S corporation stock to a public charity and Part VII.A.6 for an alternative reduction that applies if such stock is donated to a private non-operating foundation.
153 See the example in Article II, supra note 2, at Part VII.A.2.b.
154 See supra Part I.D.2.
155 I.R.C. § 512(e)(1)(B)(i). See Article II, supra note 2, at Parts VII.A.3, VII.C.
156 See the example supra note 92; compare supra Parts I.C.2 and I.D.2 with Article
II, supra note 2, at Part V.C.5.
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1. If there are other shareholders who do not want to make a charitable gift to a particular charity, the shareholder who is advocating
a charitable gift might be limited to giving her or his stock.
One solution when there are shareholders who have diverse charitable interests is for the corporation to establish a corporate donor
advised fund.157 If the S corporation has several shareholders, then
the S corporation’s donor advised fund could be divided into subaccounts that would allow each shareholder to recommend grants
to the public charities that each shareholder wants to support.
2. The S corporation might not have any assets that are attractive to
the charity. Although a few charities seek gifts of specific types of
inventory or equipment, most charities have little interest in receiving such gifts.
3. The charitable income tax deduction could be limited for shareholders who have a low tax basis in their S corporation stock. As
was illustrated above, this can be a common problem since many S
corporation shareholders have a low basis in their stock.158
4. If the S corporation makes a charitable contribution of appreciated property, then unless the PPA provisions are extended or made
permanent, the shareholder’s basis in her or his stock is reduced by
the amount of the charitable deduction rather than by the cost basis
of the property that was given to the charity. As was illustrated
above, such treatment is worse than the corresponding tax treatment that occurs when a partnership makes a contribution of appreciated property.159
5. If the corporation is about to sell all of its assets (e.g., a pending
liquidation), then the shareholders will often be unable to get any tax
benefits from a corporate gift of appreciated property shortly before
the sale (unless the PPA provisions are extended).160 Of course, if
157 A donor advised fund (“DAF”) is a grant-making account, typically administered
by a community foundation, Jewish federation, national donor advised fund or other
sponsoring organization. Donors recommend grants from the fund to other public charities. I.R.C. § 4966(d)(2). The legal requirements for gifts to DAFs are described in great
detail in Article II, supra note 2, at Part VII.A.7.
158 See supra Part I.B.3.
159 See supra Parts I.B.2.b-c.
160 Normally the prime situation for obtaining a tax benefit from a charitable gift of
appreciated property is to make the gift shortly before its sale, but this strategy does not
work well with a gift of S corporation assets. See the example in Part I.B.2.b supra. If,
however, the property would be subject to a I.R.C. § 1374 built-in gains tax, then there

\\jciprod01\productn\A\ACT\36-3\ACT301.txt

Winter 2010]

unknown

S CORPORATIONS

Seq: 35

21-APR-11

15:34

511

there is no impending sale then the shareholder could benefit from
a corporate gift of appreciated property. This is especially the case
with an elderly shareholder who expects to die owning the S corporation stock and whose beneficiaries would receive a step-up in basis when they inherit the S corporation stock.161
6. If an S Corporation donates “substantially all” of its assets to a
charity, the corporation will be treated as if it had liquidated. This
could trigger an income tax liability as if the corporation had sold its
assets to an unrelated buyer, but there might be an offsetting charitable income tax deduction.162
III. CONCLUSION
Current tax laws discourage shareholders from making charitable
gifts of their S corporation stock and instead encourage S corporations
to make charitable gifts, especially gifts of appreciated property. Since
the overwhelming majority of S corporations have only one or two
shareholders who dominate every aspect of the corporation’s operations, they can therefore structure charitable gifts to provide them with
the greatest tax advantage. On the other hand, having such complexity
and such dramatically different tax outcomes interferes with sound tax
policy and with the efficient administration of the nation’s tax laws. As
will be demonstrated in the companion article, Charitable Gifts of S
Corporation Stock: Two Worlds Of Law Collide, the nation’s tax policy
would be improved if the tax treatment of charitable gifts made by S
corporations and by their shareholders corresponded more closely to
the laws that currently apply to charitable gifts by partnerships and by
partners. Many of the complexities and tax traps illustrated in this article and in the companion article, such as a potential “second class of
stock” with a charitable gift to a charity shareholder, would be eliminated with partnership tax treatment.

could be significant tax savings from making a charitable contribution of the property
before the corporation sells all of its assets. See supra note 117 and the accompanying
text. The purchaser could acquire those assets from the charity.
161 I.R.C. § 1014.
162 See supra Part I.F for the relevant laws and analysis of the possibility for claiming
an offsetting charitable income tax deduction.
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EXHIBIT A
INCOME AND ASSETS OF S CORPORATIONS - 2007
Number Of S Corporations And Shareholders
Corporations 3,989,893
Shareholders 6,831,465

(66% of all U.S. corporations)

Profits And Losses Of S Corporations
BUSINESS OPERATIONS
Percentage of S Corporations
Dollar Amounts (in billions)

Net
Profits
65%
$380.0

Net
Losses
35%
$(92.8)

Total
100%
$287.2

INVESTMENT INCOME (in billions of dollars)
Interest
$21.7
Dividends
$ 8.3
Capital Gains/Losses
$73.5
Other general investments
$ 1.4
Real Estate Rental
Other Rental

$ 7.2
$ 1.4

Total Investment Income (28% of all net S Corporation income)> 113.5
TOTAL S CORPORATION INCOME
$400.7

Assets Of S Corporations Based On Number Of Shareholders
Number of
Shareholders
All Corps

S Corporations
Number
Percent
3,989,893
100%

1
2
3
4 to 10
11 to 20
21 to 30
Over 30

2,411,642
1,163,717
203,183
188,531
14,481
4,575
3,764

60%
29%
5%
5%
0.4%
0.1%
0.1%

Average Assets
Per Corporation
$ 833,189
[$236,342
average
equity/
net worth]
$ 412,643
$ 535,484
$ 1,479,427
$ 3,674,008
$ 15,510,411
$ 25,213,130
$ 97,127,706

SOURCE: Internal Revenue Service; Statistics of Income - 2007 Corporation
Income Tax Returns (released 2010)
– Computed from Tables 1, 2, 6 & 7 –
http://www.irs.gov/taxstats/bustaxstats/article/0,,id=96405,00.html.
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EXHIBIT B
ANNUAL CHARITABLE DEDUCTION LIMITATION
The amount of the annual charitable deduction limitation for an individual depends on (1) the type of property contributed (2) the nature of the
charitable organization, and (3) the amount of adjusted gross income
(“AGI”) shown on the donor’s Form 1040. The rules generally are:
Property can be classified as either “ordinary income” property or “capital gain property.” Ordinary income property is defined as property
which, if sold, would result in a gain other than a long-term capital gain
(i.e., inventory or capital assets held for less than one year).163 Capital
gain property is defined as any capital asset or Section 123 asset which,
if sold at its fair market value, would result in a long-term capital
gain.164 In this article, such capital gain property will usually be referred
to as “appreciated property”.
The types of charitable organizations can be categorized as:
public charities (“50% organizations”)165
private non-operating foundations (a typical grant-making foundation) (“30% organizations”),166 and
(iii) private operating foundations (“50% organizations”).167

(i)
(ii)

The percentage of AGI that an individual can deduct in any year is:
Type of Charity
Public Charity
Private Non-Operating
Foundation
Private Operating
Foundation

Cash and Ordinary
Income Property

Capital Gain Property
(Stock & Real Estate)

50% of AGI
30% of AGI

30% of AGI
20% of AGI

50% of AGI

30% of AGI

Amounts that cannot be deducted may be carried forward for five
years.168 If they are not deducted within that time, the benefits expire.
163

I.R.C. §§ 170(e)(1)(A), 1222(1).
I.R.C. §§ 170(b)(1)(C)(iv), 1222(3).
165 I.R.C. §§ 170(b)(1)(A), (C); Treas. Reg. § 1.170A-9(e)(11)(ii).
166 I.R.C. §§ 170(b)(1)(B), 170(b)(1)(D).
167 A private operating foundation is a charity with physical operations, such as a
library, that is typically funded by one family or by an endowment. I.R.C.
§§ 170(b)(1)(A)(vii), 170(b)(1)(F)(I), 4942(j)(3).
168 I.R.C. §§ 170(b)(1)(C)(ii), 170(b)(1)(D)(ii), 170(b)(1)(B).
164
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An individual may elect to use the higher 50% limit for a gift of capital
gain property to a public charity if the donor elects to deduct the adjusted basis of the property rather than its market value. Such an election can be advantageous if there is minimal appreciation.169

169 I.R.C. § 170(b)(1)(C)(iii). For example, an individual who intends to contribute
an inherited asset to a charity should consider making the election because there would
be very little appreciation after the beneficiary takes the “stepped-up” basis of the value
shown on the estate tax return. I.R.C. § 1014(a)(1) (with special rules for decedents who
died in the year 2010).
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EXHIBIT C
TYPES OF CHARITABLE REMAINDER TRUSTS (“CRTS”)
1.

Charitable Remainder Annuity Trust (“CRAT”) - A trust that pays a
fixed dollar amount (at least 5% and no more than 50% of the value
of the property contributed to the trust) each year to one or more
income beneficiaries for life (or for a fixed term of years — maximum 20) and then the remaining proceeds are distributed to one or
more charitable organizations.

2. Charitable Remainder Unitrust (“Standard CRUT”) - A trust that
pays a fixed percentage (at least 5% and no more than 50% ) of the
value of the trust’s assets each year (redetermined annually) to one
or more income beneficiaries for life (or for a fixed term of years —
maximum 20) and then the remaining proceeds are distributed to
one or more charitable organizations.
3. Charitable Remainder Net-Income Unitrust (“NICRUT”) - A trust
that pays the lesser of that year’s net income or a fixed percentage
(at least 5% and no more than 50% ) of the value of the trust’s
assets each year (redetermined annually) to one or more income
beneficiaries for life (or for a fixed term of years — maximum 20)
and then the remaining proceeds are distributed to one or more
charitable organizations. These are rarely established — donors
prefer NIMCRUTs or FLIPCRUTs.
4. Charitable Remainder Net-Income With Make-up Unitrust (“NIMCRUT”) - A NIMCRUT is a NICRUT with a “make-up” provision
in the trust instrument. The trust can pay in excess of the stated
payout percentage to the income beneficiary in order to make up
any shortfall from a prior year when the net income limitation
caused the beneficiary to receive an amount that was less than the
stated payout. For example, if a NIMCRUT with a stated 5% payout only earns 3% of net income in its first year, it would only distribute 3% to the income beneficiary. If in the second year it earned
8%, it could distribute 7% to the income beneficiary: 5% for the
stated percentage plus a 2% make-up amount for the reduced distribution in the first year (oversimplified).
5. Flip Unitrust (“FLIPCRUT”) - A FLIPCRUT is a unitrust that begins as a NICRUT or a NIMCRUT but converts into a standard
CRUT the year after a specified date or a “triggering event” occurs.
This is the most popular CRT for receiving illiquid assets that may
take a while to sell, such as real estate and closely-held stock. The
triggering event is usually defined to be the sale of the illiquid asset.
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